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No. 20915 and No. 20916 
IN THE 


United States Court of Appeals 


PCR tHE NiNit CiRCult 


ooo, 


Tim W. LILLIE and INGEBorc V. LILLIE, husband and 
wife (Docket No. 20915) and PEARL LILLIE, an indi- 
vidual (Docket No. 20916), 

Petitioners, 
US. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


BRIEF FOR PETITIONERS. 


This is a proceeding pursuant to a consolidated Peti- 
tion for Review of two (2) decisions of The Tax Court 
of the United States. The cases involve a deficiency in 
Federal income taxes of petitioners in the following 
amounts for the following calendar years: 


Tim W. Lillie and Ingeborg V. Lillte (Docket No. 
20915) 


Penalties 
Year Deficiency Recoo h(a) < Ga5sta) 
1956 I ccic) erin None 
1959 5) OL 6. 2) ee None 
1960 214.78 20.98 None 
1961 SAG 6: None 
Total) “6 liG67 20.98 None 
Pear! Lillie (Docket No. 20916) 
Year Deficiency Total 


1960 7,607.38 7,607.38 
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The cases were consolidated and heard before the 
Honorable Howard A. Dawson, Jr. on May 7, 1965, 
at Los Angeles, California. 


Unless otherwise indicated, figures in brackets herein 
refer to the page numbers of the printed record as pre- 
pared and filed April 6, 1966, by the Clerk of the 
United States Court of Appeals for the Ninth Circuit. 
Figures in parentheses preceded by the letters “TR” 
refer to the pages of the official transcript of the hear- 
ing before The Tax Court of the United States. 


Jurisdictional Statement. 


In accordance with $6213 of the Internal Revenue 
Code of 1954 (hereinafter for convenience referred to 
as the “1954 Code’), the taxpayers (petitioners herein), 
within 90 days after notices of deficiency in Federal 
income taxes for the years set forth above were mailed 
to them, filed in The Tax Court of the United States 
separate petitions for redetermination of such defi- 
ciencies (Document Nos. 3, 7), which petitions were 
duly docketed and the cases consolidated for trial, brief- 
ing and decision. 


The Tax Court atfirmed a portion ot such demcien- 
cies and denied a portion of such deficiencies in de- 
cisions entered under Rule 50 of the Rules of The Tax 
Court.on January 20, 1966. [RK 30432.] 

A Petition for Review was filed jointly by the tax- 
payers (petitioners herein) on March 2, 1966, in accord- 
ance with §7483 of the 1954 Code [R. 33], seeking re- 
view by this Court of the decisions of The Tax Court. 


The jurisdiction of this Court to review the decisions 
of The Tax Court arises under §7482(a) of the 1954 


an 


Code, and venue herein is properly established in ac- 
cordance with §7482(b) of the 1954 Code by virtue 
of the fact that the taxpayers (petitioners herein) filed 
their Federal income tax returns for the years 1956 
through 1961 (the taxable years in which the subject 
deficiencies arise) in the office of the District Director 
of Internal Revenue at Los Angeles, California. [R. 
Ge] 

Even if a “clearly erroneous” showing were required 
(which is not the case), it is submitted that this Court 
has full jurisdiction to review this case under the cir- 
cumstances. Gillette Estate v. Commussioner, 182 F. 2d 
MONO orn, 1950), 39 AE TOR 62. 


Opinion Below. 


Whe Findines of Fact andm@pinonmor. (hea Rax 
Court in the cases were filed therein on October 14, 
1965 [R. 11] and are offically reported in 45 TC No. 3. 


Question Presented. 


During the taxable years 1959, 1960 and 1961, the 
taxpayers were engaged in the business of feeding cattle 
for profit and reported their income on the cash receipts 
and disbursements method; they deducted the cost of 
payments made for feed as business expenses in the year 
of payment, and the sellers of feed reported these 
transactions as sales and reported the payments as in- 
come in the year of payment. The Commissioner of In- 
ternal Revenue allowed as a business expense only that 
portion of the deductions which represents feed actually 
consumed by the taxpayers’ cattle in the year of pay- 
ment and allocated the balance of the feed expense to 
the following year. 


Perio 


The question for decision is: Are payments fOr ‘eed 
all of which is ultimately consumed by cash-basis tax- 
payers’ cattle, deductible expenses in the year of pay- 
ment; or must such expenses be allocated to the year in 
which the feed is actually consumed ? 


Statutes and Regulations Involved. 


Internal Revenue Code of 1954: 
“Sec ol62, 2 TRADE OR BUSINESS Sze 
PHNS ts 
(a) IN GENERAL.—There shall be allowed as 
a deduction all the ordinary and necessary expenses 
paid or incurred during the taxable year in carry- 
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ing on any trade or business... 


‘Sec, 461, GENERAL RULE POR TAX AE RE 
bd Dya0 an ©) sas Day DOL Od EOIN E 
(a) GENERAL RULE.—The amount of any 
deduction or credit allowed by this subtitle shall be 
taken for the taxable year which is the proper tax- 
able year under the method of accounting used in 
computing taxable income.” 


Treasury Regulations: 
“sec. I lie2-lZ2. EXPENSES OF fai ii. 
“. . The purchase of feed and other costs con- 
nected with raising livestock may be treated as 
expense deductions insofar as such costs represent 
ACHUAOMlay —.. . 


“Sec, 1:401-l) GENERAL RULE VGPORe Te 
ABLE YEAR OF DEDUCTION, 

(a) GENERAL RULE.— 

(1) Taxpaver using cash receipts and disburse- 
ments method. Under the cash receipts and dis- 


ee 


bursements method of accounting, amounts repre- 
senting allowable deductions shall, as a general rule, 
be taken into account for the taxable year in which 
paid.” 


poe 47 |_oeryErOrRtES OF LPVESPOCK 
hes RS Se eer riser A Va KS: 

(a) A farmer may make his return upon an in- 
ventory method instead of the cash receipts and 
disbursements method. /¢ 1s optional with the tax- 
paver which of these methods of accounting 1s 
msed... {Emphasis added. ) 


Revenue Rulings: 


Special Ruling, T. Mooney, Deputy Commissioner, 
Dec 16, 1943: 


“Reference is made to your letter dated Decem- 
ber 4, 1943, in which you state that several in- 
dividual cattle feeders are located in your district 
who file their income tax returns on a cash receipts 
and disbursements basis. The individuals purchase 
large amounts of grain in addition to crops raised, 
all of which are for feeding purposes. The cattle in 
question are purchased and usually sold in the year 
subsequent to the year of purchase. 

“You request to be advised whether the cost of 
the feed purchased should be deducted in the year 
payment therefor is made or whether it should be 
apportioned to the year in which it is consumed; 
or, in other words, whether it is considered to be 
an item of general expense or an item to be consid- 
ered in computing gross income. 


“In the case of a taxpayer on the cash receipts 
and disbursements basis, the amounts expended 


ieee 


for feed should be deducted as an expense in the 
year in which the feed is paid for, irrespective of 
the fact that it may not be consumed until the 
following year. (Letter to Collector of Internal 
Revenue, Des Moines. Iowa, dated Dec. 16, 1943, 
signed by T. Mooney. Deputy Commissioner. )” 


Errers Relied Upon. 


1. The characterization by The Tax Court of pay- 
ments for feed as “deposits” was erroneous and de- 
terminative of the results in this case. and the in- 
ferences and conclusions drawn by The Tax Court to ar- 
rive at such characterization were based on errors and a 
misreading of the evidence. From this characterization, 
The Tax Court ‘“bootstrapped” itself to what it de- 
nominated a “finding of fact” but which. in truth. was 
a finding of ultimate fact—a mixed question of law 
and fact subject to full review by this Court on appeal. 


2. The conclusion of The Tax Court that, becattse 
a “portion” of the purchase price paid for feed included 
some prepayment for “services” to be performed at a 
future date, therefore the entire price paid for feed 
must be characterized as prepayment for services was 
erroneous. 

3. lhe characterization by The Vax Court that tie 
repurchase of taxpayers’ feed inventory by McCabe 
Cattle Co. in 1961 in settlement of a dispttte and upon 
termination of a feeding agreement amounted to a “re- 
fund” was erroneous. 


4. the conclusiomot The Tax Court (atier chanac- 
terizing the repurchase of feed by McCabe tn 1961 as a 
“refund” ) that because taxpayers received one “refund” 
in owe year, in a single, isolated transaction, that there- 


= 
fore all feed purchases in all years from all feed sup- 
pliers should be characterized as “deposits” was er- 
roneous. 

5. The statement by The Tax Court at page 8 of 
the reported opinion [R. 18] that taxpayers were not 
required to pay for feed in advance of consumption is 
erroneous and directly contrary to the evidence presented 
in the case. 

6. “Wt was error for The Vas Court to fail to dis- 
tinguish its holding in the case of John frnst v. 
Conmusstoner, 32 T.C. 181 (1959) from the instant 
case. At pages 14, 15 of the reported opinion in this 
ase [R. 24, 25| The Tax Court distinguished Ayrist 
from the case of Cravens v. Commissioner, 272 F. 2d 
695 (CA 1091960) GSE USHNC, (9189, reversing 
30 T.C. 903, but failed to indicate any valid reason 
for not following /rnst in the present case. 


7 Whe Btatement by Phe Tax*@amm at pace 17 of 
the reported opinion [R. 27] that petitioners were 
“charged the current market price, not a predetermined 
price, when the feed was consumed .. .” is erroneous 
and directly contrary to the evidence (Tr. 44, 71, 84, 
99, 101 and 116) and agreed facts contained in the 
Supplemental Stipulation of Facts [R. 8]. 


Statement of Facts. 


Tim W. and Ingeborg V. Lillie are husband and wife, 
dmdmemeatl Illie is theymothey,ot Tim, Ingebere is a 
party to this action only because she filed joint income 
tax returns with her husband; therefore, where the 
words “petitioners” and “taxpayers” are used, they refer 
to Tim and Pearl. Both petitioners keep their books 
and report their income on a calendar year basis and 
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on the cash receipts and disbursements method of ac- 
counting. 

During the years 1959, 1960 and 1961, Tim fed cattle 
for profit in Imperial County, California. Pearl joined 
him in this venture in 1960, and both have been actively 
engaged in the cattle business ever since. 

The cattle owned by petitioners during these years 
were located in the commercial feed yards of Heber 
Cattle Feeders and McCabe Cattle Co. Petitioners en- 
tered into oral agreements with Heber and McCabe 
whereby petitioners were obligated to pay in advance for 
feed purchased for consumption by their cattle. (Tr. 
13, 76, 83.) Toward the end of each Year petitioners 
made payments to Heber and McCabe for feed and de- 
ducted such payments as expenses in the year of pay- 
ment. The sellers reported those transactions as ‘‘sale” 
of feed and reported their receipts for tax purposes as 
“income” from sales. 

At all times when payments for feed were madc. 
petitioners had cattle on hand and all of the feed pur- 
chased was ultimately consumed by petitioners’ cattle 
with the exception of one portion of feed inventory at 
McCabe in the year 1961, which portion was resold to 
McCabe upon discontinuance of feeding cattle at Mc- 
Cabe as the result of a dispute between McCabe and 
petitioners. 

In every feed purchase transaction pertinent to this 
proceeding, both the seller and the buyer envisioned 
no refund of any amounts paid and no provision was 
fiadernoieamiy retimd® (lr. 14. ON 22) 23 
80, 107, 110, 136); Opinion—Findings of Fact at 
popes Oncaea. 16,17. | 


Historically. the custom and practice in the cattle- 
feeding industry in Imperial Valley, from the earliest 
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time cattle were custom-fed commercially by feed-sell- 
chomp to au@ancludime thespresent time, is towsell teed 
at a certain price per ton which includes ingredients, 
mixing, delivery to the pens and use of the sellers’ cor- 
rals. Sellers do not segregate the costs of “services” for 
Mmxine and delivery, etc. [he actual cost or ingredients 
furnished to the customer comprises more than ninety 
(90%) percent of the sale price of the feed, and that 
amount can readily be determined on any given date. 

The custom cattle-feeding business is a highly com- 
petitive industry, and the sales potential of the seller 
depends on the numbers of head of cattle of customers 
each seller can adequately house and feed in his 
(corrals). Each customer makes his own agreement with 
the feed-seller as to method of payment for feed based 
on the customer’s history and credit rating. Some cus- 
tomers who are new to the business and whose only 
collateral for feed is the number of cattle located in the 
yard are required to pay for feed in advance; others 


‘ 


‘yard” 


with a history and other collateral are permitted to 
Saecmie teed hills until their cattle are Sold; others may 
pay for feed consumed by computing the amount of 
“gain in weight” put on the cattle over a period of tinie 
multiplied by a price-per-pound formula. Petitioners, 
ate the times pertinent to this determination, were re- 
qiimed teepay tor feed in advance (Tre 13, 76,/%83. ) 

At all times pertinent to this determination, neither 
the sellers of feed nor petitioners intended payments to 
be “deposits’ (Opinion [R. 28]: Tr. 63, 76, 79, 94, 
HO 1028135 ix. 9-), P, Om Saimd T), and the jirice 
of feed consumed by petitioners’ cattle was accounted 
1Onedt une price as o1 the time O1"iayment and not as 
of a subsequent date when consumed. (Tr. 44, 71, 84, 
99, 101 and 116.) 
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ARGUMENT. 


Preliminary Statement. 


Although the issue in this proceeding involves the dis- 
allowance of deductions of certain payments made for 
cattle feed by cash-basis taxpayers in the year of pay- 
ment, The Tax Court precluded a fair determination of 
the issue by characterizing the payments as “deposits” 
prior to an analysis of the evidence and the law. After 
thus assuming the ultimate issue of the case and de- 
nominating it a “finding of fact’, the Court then at- 
tempted to justify such a “finding”, and in so doing 
drew erroneous inferences and conclusions which should 
leave this Court with the definite and firm conviction 
that a mistake has been made by The Tax Court. 


Whether the payments made were in consideration of 
the purchase and sale of feed or “merely deposits” was 
not a question properly before The Tax Court and is a 
question which should be decided by the law of sales. 
The decision of The Tax Court on this point (having 
not been tried below is contrary to the law of sales as 
established by the cases of Percy W. Phillips, 30 
W.C, No. 87 (1958), and Jack Pay 2a | Cay 
(1955), and therefore is subject to complete review by 
this Court. 

The provisions of §$162(a) and 461(a) of the 1954 
Code, supra, have been a part of the Federal tax law, 
without material change, for over twenty years. They 
provide that a cash-basis taxpayer shall be entitled, as a 
matter of law, to deduct all ordinary and necessary 
expenses incident to the conduct of a trade or business 
in the year of payment. 
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Petitioners submit that the opinion of The Tax Court 
in this case has distorted the true issue of determining 
the year of deductibility of payments made for live- 
stock feed into two issues which were not tried below :’ 


(a) What constitutes a “deposit”? 

(b) Does the inclusion of “services” in the cost of 
feed disqualify a cash-basis purchaser from de- 
ducting the cost of ingredients in the year of 
payment? 


1The determination by this Court on these questions will have 
far reaching consequences. The case at hand is a test case in which 
much more is at stake than the deficiencies involved. This case 
represents an attack by the Commissioner on the continued avail- 
ability of the cash-basis method of accounting for persons en- 
gaged in the cattle-feeding industry. As this case comes before 
this Court on appeal, the District Director of Internal Revenue 
for the Los Angeles, California, District has a large backlog of 
audits pending in Imperial County in which the Reviewing Agent 
has been instructed to deny deductions to any cattle feeders who 
prepay feed expenses and to force such taxpayers to keep inven- 
tories. At the same time, the Reviewing Agent has been instructed 
to deny claims for adjustments to inventories of feed sellers on 
amended returns where the seller reports prepayments of feed as 
“deposits”. These taxpayers are being requested to execute ex- 
tensions of the statute of limitations pending the outcome of this 
case on appeal. 

It is submitted that if this attack by the Commissioner is suc- 
cessful there will be no feasible way for a cash-basis cattle-feeder 
to obtain an expense deduction for the purchase of fungible goods 
in advance of their consumption because of the inclusion in the 
price of feed of certain “services” which are yet to be performed 
by the seller (feed lot operator). This could result in serious 
economic chaos in the custom cattle-feeding industry which is 
now one of California’s largest industries. Credit policies of all 
custom feed lot operators could be placed in serious jeopardy, and 
the number of cattle being fed in custom feed yards would be 
greatly reduced. 

It is further submitted that the revenue to the Treasury De- 
partment will not be increased or diminished significantly by up- 
holding the position taken by the Commissioner in this case, since 
the deduction denied in one year must be allowed in the following 
year when the feed is consumed. In the instant case, the ultimate 
position of petitioners resulted in a net refund after the subsequent 
years were adjusted to reflect the decision of The Tax Court con- 
cerning the taxable years under litigation. 
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The status of the law, as pronounced by decisions of 
the courts in John Ernst v. Commuisstoner, 32 T.C. 181 
(1959), Cravens v. Commissioner, 272 F. 2d 895 (CA- 
10, 1960) reversing 30° 1-C. 903. 00-1 Us. TC aie 
Shippy uv. United States, 199 F. Supp. 482 (D.C. W. 
Dist SD. 196k), 62-1) U5, C2203, and) these 
lished policy of the Commissioner of Internal Revenue, 
as set forth in Letter Ruling, T. Mlooney, Deputy Com- 
missioner, December 16, 1943. (as published in full at 
166.149 of Prentice-Hall Federal Tax Service, 1944), 
prior to the opinion of The Tax Court in this case, was 
as follows: 

Advance payments for feed made by cash-basis 
taxpayers are deductible in the year of payment 
where the following criteria 1s met: 

(1) Where the cash-basis purchaser of feed made 
payments which were absolute and the purchaser 
was irretrievably out of pocket the amounts paid; 
(Ernst, supra) 

(2) Where purchaser used the feed in carrying on a 
trade or business; (Arnst, supra) 


(3) Where the seller was unconditionally obligated to 
deliver to purchaser the quantity of feed which 
the amounts received would pay for at the prices 
mt effect on the dates of delivery; (Emphasis 
added) (Ernst, supra, Cravens, supra) 

(4) Where both the purchaser and seller regarded the 
transactions as a “sale” and not a deposit and so 
reported it on their books of account; Shippy, 
supra) 

(5) Where there was no contractual provision for or 
contemplation of a refund by the parties at the 
time of payment; (Ernst, supra) 
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(6) Where the agreement between purchaser and 
seller was binding and was carried out by the par- 
ties; (Cravens, supra) 

(7) Where the amount of the price was “paid” or 
“incurred” within the taxable year. (Cravens, 
supra) 

(8) The published policy of the Commissioner of 
Internal Revenue is stated as follows: 

“Reference is made to your letter dated Decem- 
ber 4, 1943, in which you state that several in- 
dividual cattle feeders are located in your district 
who file their income tax returns on a cash receipts 
and disbursements basis. The individuals purchase 
large amounts of grain in addition to crops raised, 
all of which are for feeding purposes. The cattle 
in question are purchased and usually sold in the 
year subsequent to the year of purchase. 

“You requested to be adwisedmwhether the cost 
of feed purchased should be deducted in the year 
payment therefor is made or whether it should be 
apportioned to the year in which it 1s consumed; 
or, in other words, whether it is considered to be 
Alt Ivemmmei Ceneral expemse Crean item toMbescon- 
sidered in computing gross income. 

“In the case of a taxpayer on the cash receipts 
and disbursements basis, the amounts expended for 
feed should be deducted as an expense in the year 
in which the feed is paid for, irrespective of the 
fact that it may not be consumed until the follow- 
ing year. (Letter to Collector of Internal Revenue, 
Des Moines, Iowa, dated Dec. 16, 1943, signed by 
T. Mooney, Deputy Commissioner. )” 
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Until the language of the opinion in this case was 
issued, neither the courts nor the Conimissioner had ever 
considered that the indirect costs and overhead of the 
feed-seller, which were included in the sale price of 
feed, were such “significant” services that the entire 
sales transaction should be characterized as “prepaid 
services” or “deposits.” This novel theory, if permitted 
to stand, would nullify the law of sales. 


I. 

The Payments by Petitioners Meet All of the Re- 
quirements Established by Tax Law and the 
Law of Sales to Qualify as Purchases of Feed 
and Were Not “Merely Deposits’. 


The Pax Court in this case-admits, thatuir) Pine Wa 
Court] held in Erust v. Commussioner, supra, that the 
petitioner was entitled to a deduction of “substantial” 
payments for feed made by a poultry feeder to his feed 
supplier in December of each year as ordinary and 
necessary expenses 1n the year of payment although the 
feed was not to be delivered until the succeeding years, 
the price was to be determined as of the subsequent 
date of delivery, the buyer “had no [none] need for 
the quantities of feed he paid for at the time of pay- 
ment’, and neither a sale nor sales income was taken 
into account on the books of the grain dealer until the 
feed was delivered in the succeeding years. [R. 24.] The 
Tax Court then relied upon its prior language in the 
Ernst case in distinguishing that case from Cravens v. 
Commussioner, supra, and sets forth the criteria used to 
determine that the poultry feeder’s payments were “sot 
in the nature of deposits’ (Emphasis added) : 


(1) There was no contractual provision for a refund. 


(2) 


The payments were absolute, and petitioner was 
irretrievably out of pocket the amounts paid. 


(3) The payments were incident to carrying on a 


(4) 


trade or business. 


Seller was obligated to deliver such quantity 
(unknown at the time of payment) of feed as 
Eiee price 1Oubemin effect at the tuure date oF 
delivery would use up. 


In the mstant case, petitioners rely on the standards 
established by The Tax Court in Ernst, supra: 


(1) 


(2) 


(3) 


The Tax Court found [R. 16, 17] that payments 
by petitioners to McCabe in 1960 were made 
with “no provision for the refund of the sums 
paid” and that the termination of feeding rela- 
tionship between petitioners and McCabe which 
gave rise to the resale of feed inventory to Mc- 
Cabe “had not been envisioned the previous De- 
cember when he [they] made lus [their] ad- 
vance payments.’ (Emphasis added) All parties 
mere of the belief at the time of payments that 
there was no possibility of refunds. (Tr. 14, 19, 
Zee25, 6,67, 80/107 aie ee) 


The Vax Court foumd)|R. 20) that petitioners 
are “engaged in the business of raising cattle for 
emt ama are entitled to deduct the ‘east of 
feed as an ordinary and necessary business ex- 
pense under the provisions of $162(a) of the 
Internal Revenue Code of 1954.” (Tncident to 
carrying on a trade or business) 


The payments were absolute. and petitioner was 
irretrievably out of pocket the amounts paid. In 
fact the payments were intended, recorded on the 


(4) 


(9) 


(6) 


(7) 


ees |e 


books of account of seller, and returned for Fed- 
eral income tax purposes by both buyer and sell- 
er as completed sales transactions. (Tr. 63, 7.o 
79 04 107 OOF 135 x ee Oe Seance 
Under the law of sales of the State of Cali- 
fornia, purchaser would have no legal basis for 
claim for refund. 


In the instant case, there can be no question that 
a binding oral contract existed between petition- 
er and feed suppliers. Under basic, hornbook law 
of contracts where there has been an offer and 
acceptance, complete performance by one party 
(buyer) and partial performance by the other 
party (seller), mutual consideration, an unmis- 
takeable meeting of the minds as to the intent of 
the parties, a legal purpose, and both parties 
competent, a binding contract exists. Dartmouth 
College v. Woodward, 4 Wheat. (U.S.) 518, 4 
[Demens O2cF 


In the instant case, the prices were established 
as of the date of payment—not to be determined 
at the future delivery date. (Supp. Stip. [R. 8]; 
DreAljaoes.. ) 


In the instant case. the feed was on hand and 
“earmarked” and delivered (as fungible goods) 
asor the date of payimenn (ie semGo Mac 
“quantum” was capable of immediate computa- 
tion by use of the “mix” formula. Petitioners 
cattle actually consumed part of the feed in the 
year of payment. 


In the instant case, petitioners had tminediate 
need for a portion of the feed purchased and 
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subsequently used all the feed for the same cat- 
tle on hand at the date of purchase (with the ex- 
COpHiOn Omernemicelatcd= incidem atrevleCabe in 


1961). 


Wiew lax Court stated tits opin ii this case | R. 
23] “that the possibility of a refund did not make the 
amount a deposit [in Cravens, supra] since the con- 
tract was binding and was carried out by the parties.” 
(Emphasis added.) Petitioners submit that in the in- 
stant case the agreements were binding, carried out by 
the parties, and additional feed subsequently purchased 
and consumed for the same cattle. 


Petitioners submit that the facts in the instant case 
fall squarely within the criteria and the holding of the 
Cea Court of Appeals for the Penth Cirenit in Cra- 
vens uv. Conwmssvoner, supra, and the Tax Court in 
Ernst v. Commissioner, supra. 


In the case of George Rk. Shippy v. United States, 
supra, a deduction for advance payment for feed was 
denied because: 


(1) The arrangement between the purchaser and the 
elevator (seller) was not a contract. 
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(2) Whe seller regarded the arrangeifent as a “de- 
posit’ and so recorded it on his books of ac- 


count. 


(3) Payment in advance was not requested or de- 
mended Iny theseller, 


(4) The parties both contemplated a “refund” in the 
event future deliveries were not requested or 
made. 
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(5) Feed was supplied from time to time in quanti- 
ties ordered at each future date at the price in 
effect on the date of each delivery. 


(6) Buyer had a history with seller of paying 
AFTER feed was delivered—never in advance; 
then in the pertinent year involved, the payment 
was triple the normal purchases, i adwanice. 


Petitioners submit that Shippy was decided correctly 
on its peculiar facts and that the instant case is patently 
distinguishable in that none of the above criteria of 
that case is found in the instant case. In the case at 
bar there were binding contracts, the parties recorded 
and paid taxes on the transactions as completed sales, 
there were 10 provisions for or contemplation of re- 
funds, feed was on hand and delivered 1n a determined 
amount, the price was fixed as of the date of payment 
and not at a future undetermined price, there were no 
prior histories of payments after feed was consumed, 
and the amount of year-end purchases were uniform 
and not abnormal compared to amount of feed which 
was needed to feed cattle on hand. 


ie 
The Fact That Deductions for Feed Payments Had 
the Effect of Reducing Petitioners’ Taxable In- 
come for a Particular Year Is Immaterial. 


Petitioners have admitted that one of the reasons 
payments were made in advance was because of the 
tax advantage. By purchasing feed in advance, petition- 
ers had the advantage of “using’? money which would 
not have been available without the tax deduction in the 
year of payment. But this 1s not the issue in this case. 
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So long as the purchase of feed was an ordinary and 
necessary business expense of petitioners’ cattle-feeding 
business (awa The Tax Cotrt so found [R. 20]) it is 
wholly immaterial that petitioners selected a time for 
the purchase which would gain them tax advantages. 
The courts have long recognized that it is not improper 
to avoid or minimize taxes if lawful means are used 
and the transactions are not “shams”. In the famous 
case of Gregory v. Helvering, 293 U.S 465 (1935). 
the United States Supreme Court said, at page 469: 
“The legal right of a taxpayer to decrease the 
amount of what otherwise would be his taxes, or 
altogether to avoid them, by means which the law 
permits, cannot be doubted...” 


Petitioners submit that the rule of The Tax Court 
itself, with reterence to the law of sales, is clearly stated 
in Percy W. Piwleps, 30 T.C. No 87 (1958). In that 
case the court held that a bona fide salewwmst be recog- 
nized even though it is made for the “sole purpose of 
muninusing taxes.’ The same rule was clearly stated in 


J Ger Beri, 25 T.C. 197 atepages 210, 211.( 1955). 


ThewMuternal Rewenue Semacevim Rev. Rul- 33-162. 
C.B. 1958-1, 234. recognizes that cash-basis taxpayers 
may control the timimg of income. In that ruling a 
cash-basis wheat farmer sold and delivered wheat to a 
purchaser under contracts calling for payment during 
the following year. The Service ruled that cash-basis 
farmers need only to report income in the vear of re- 
ceipt and that so long as such contracts are bona fide, 
they are effective to postpone [or accelerate] the reali- 
zation of income. 
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if): 
Certain Statements and Findings of Fact of the 
Tax Court Are Contrary to the Evidence. 


A. The Tax Court Ignored or Misinterpreted the Supple- 
mental Stipulation of Facts. 


The Tax Court ordered a Supplemental Stipulation 
of Facts for the express purpose of resolving certain 
conflicting testimony as to whether the cattle feed-sell- 
ers (Heber and McCabe) charged petitioners for feed 
consumed at (1) the price determined at the time pay- 
ment was made for the feed, or (2) the current market 
price at the time the feed was consumed (a matter 
which is immaterial if the Ernst and Cravens, supra, 
cases are followed). 


Paragraph 1 of this Supplemental Stipulation states 
Rake |e 

“1, Freber Cattle Peeders: Phe price of = mies 
feed was $50.00 per ton from December of 1959 
fireush: September 1960, . . , Wher starenieneie: 
Heber, joint Exhibit 9-I, states that Tim Lillie 
purchased #1 mix feed at $50.00 per ton. Tim 
Lillie was charged for #1 mix feed consumed at 
$50.00 per ton from December 1959 to August 
1960.” (Emphasis added. ) 
NOTE; The only cattle fed. by petitioners sat 
Heber during this period were fed from December 
21, 1959 through August 21, 1960, and all #1 
mix feed was accounted for at $50.00 per ton. (Ex. 
102.) Petitioners «did not feed cattle (acai 
Heber until after the dispute with McCabe in July 
of 1961. In July of 1961, petitioners again fed 
cattle at Heber, and this lot was completed in Jan- 
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uary of 1962, with all feed purchased and con- 
sumed during a period which the Supplemental 
Stipulation shows the price remained unchanged. 
(Saupe oupubara Wo Ex le ) 


Paragraph 2 of the Supplemental Stipulation stated 
ee oe 
ovic@abe Gaile Co.: lhe price O1-- litbe. . - 
was $52.30 per ton from November 1960 through 
August 1961, for all customers.” 


NOTE: Petitioners’ cattle were started on feed 
purchased in November 1960 and were all com- 
pleted and shipped as of July 1961—a period when 
the price did not change; therefore, the price was 
in truth the same at the date of consumption as at 
te dave O1 payment. ( lin Ve. Lillie Sup. para. 
Ceres) Pearl Millie Stirs pena. sale 7 |, lis. 
12-L, 13-M.) 


Petitioners submit that the Tax Court was less than 
accurate when it stated [R. 27] that the evidence 
“shows that petitioners did not fix the price of feed at 
the market price on the date of payment” and that 
“they [petitioners| were charged the current market 
price, not a predetermined price. when feed was con- 
sumed.” 

Petitioners further submit that if Erast v. Commis- 
stoner, supra, is still as virile as The Tax Court in this 
case says it is, the question of “fixing” the price is im- 
material since in that case the price was to be as of the 


date of future delivery. 


ee 
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B. The Tax Court Ignored the Uncontradicted Testimony 
of Certain Witnesses. 

The Tax Court stated [R. 18] that petitioners werc 
not “required to pay for feed in advance of con- 
sumption”. Yet the uncontradicted testimony of wit- 
nesses Virgil Torrence (Tr. 76), Paul Milstead (Tr. 
83), and Tim Lillie (Tr. 13) shows that the agreement 
between petitioners and the feed sellers required pay- 


ment in advance. (Emphasis added. ) 


The Tax Court stated that “customers of Heber and 
McCabe could pay monthly for the cost of teed con- 
sumed by their cattle and many of them did so.” [R. 
18.] Yet the uncontradicted testimony showed that al- 
though many different methods of payment were avail- 
able to other customers—(and in fact in later years, 
after petitioners had a history in the business, such 
“deals” were available to them) at the time pertinent 
to this case prepayment was a condition of petitioners’ 
agreement with feed suppliers. (Tr. 13, 76, 83.) (Em- 
phasis added. ) 


C. The Tax Court Ignored the Clear Statement of the 
Applicable Tax Laws Announced by the U.S. Court of 
Appeals for the Tenth Circuit. 

The Tax Court quoted the United States Court of 
Appeals for the Tenth Circuit [R. 24] as setting forth 
the Federal tax law and Congressional intent governing 
the deductibility of advance payments for feed as fol- 


lows: 
“In the case of farmers amd cattle parsersaume 
use of a transactional basis for the computation 
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of income would bring confusion into the federal 
tax system. The treatment of the cost of seed, 
fertilizer, and feed purchased in one year for use 
in the next year is simple if the deduction is allowed 
when paid if the cash basis applies or when in- 
curred if the accrual basis is used.” If each 
transaction must be analyzed to determine whether 
a distortion of income will result from the allow- 
ance of a business expense deduction, §43 is, in 
our opinion, given a meaning which Congress did 
not intend. | Footnotes omitted. ]’”* 


However, The Tax Court then ignored this statement 
of the law and distinguished the instant case solely 
on the strained and unnatural theory that the payments 
were not actually for feed but for “services” to be per- 
formed and that this fact, together with a “refund” 
[repurchase] in one year by one suppher, removed peti- 
tioners from the availability of the law. Petitioners 


submit that this was reversible error. 


D. The “Deposit” Theory of the Tax Court Is Inconsist- 
ent With the Record and Would Be Conclusive on the 
Issue of the Existence of a Binding Obligation. 

The Tax Court found it “unnecessary” to decide the 
Government’s primary contention at the time of trial; 
namely, that the allowance of the deductions of pay- 
ments in question would distort petitioner’s income. 
This unnecessity was occasioned by the Court’s being 


lured into the finding of a “deposit’? due to the so- 


2Section 43 of the Internal Revenue Code of 1939 is now 
8461 (a) of the 1954 Code. 
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called “refund” in 1961 and the inclusion of the cost of 


services in the price of feed. [R. 27.] Once The Tax 


Court characterized the payments as deposits, the case 


was solved. However, sound reasoning would dictate 


that if the deposit theory were adopted, The Tax Court 


would then be obligated to follow Ernst, supra, and the 


record would preclude any other choice: 


(a) 


(b) 


If there were a true sales “deposit” (a down- 
payment in the normal, ordinary business sense 
of the word), there would automatically be a 
“binding obligation”, t.e., a firm sale contract 
which would then permit the parties to control 
the year of payment. Rev. Rul. 58-162, CB 
1958-1, 234; Percy W. Phillips, supra, Jack 
Benny, supra. Therefore, by finding a “deposit”, 


the Court finds a binding sales contract. 


If there were a bailment or surety type “de- 
posit’, then the sellers would hold the property 
in a fiduciary capacity and not be entitled to the 
beneficial use thereof. But the record here is in- 
consistent with this theory because the uncon- 
troverted evidence established that the suppliers 
had unrestricted use and enjoyment of the funds 
paid and no contractual provisions for refunds 
were made or even contemplated by the parties 
at the tune of payinent. [| R. 1G) Tiel 
22, 25,105.07, 80, 107, 110, 1367). Inetaete pie 
sellers in the instant case paid tax on the pro- 


ceeds which they treated as “‘income’’. 
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Petitioners submit that neither the facts nor the law 
support a finding that the payments in question were 
deposits in the “bailment” or “surety” sense of the 
word. And if they are deposits in the “sales” sense of 
the word, the ultimate decision of The Tax Court must 


be reversed. 


inviie Tass Comt, the Government cited several 
cases purporting to support their theories of deposit 
and distortion of income. Their inapplicability to the 
instant case has been covered in Petitioners’ Brief and 
Reply Brief filed in that Court, and mention is mad« 
Cimimisminatier to alert this CourtWthat in the event 
the Government should choose to rely upon them again 
in this appeal, the information contained in petitioners’ 
briefs should be included in these proceedings. The re- 
spondent has cited Galatome Bros. v. Tames, 23 F. 2d 
7 (We 5, 1928) ,6 AUB TRY 723 advance rena: 
payments by lessee’); Robert S. Bassett, 26 T.C. 619 
(1956) prepaid imedical expenses); and’ Bovistos 
Market Ass'n v. Commissioner, 131 F. 2d 966 (C.A. 1, 
1942), 30 A.F.T.R. 512 (“prepaid insurance premi- 
ums’). These cases involve well recognized exceptions 
to the general rule that expenses may be deducted by a 
casli-basis taxpayer in the year of pagiment. As a mat- 
ter of fact, the rule of Boylston Market Ass’n., supra 
has been rejected in Waldheim Realty & Investment 
Co. v. Commissioner, 245 F. 2d 823 (8th Cir., 1957 :. 
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Ie 
The Fact That the Price of Feed Included Incidental 
“Services” Already Performed and to Be Per- 
formed by Sellers Does Not Constitute a Rea- 
sonable Basis for Denying a Deduction for Pay- 
ments Made for Feed Ingredients and Services 
Performed in the Year of Payment. 

It must be pointed out that the issue of the value 
of services “to be rendered by suppliers” in years sub- 
sequent to the year of payment was never tried below. 
At no time during the trial did the Government intimate 
or indicate that it was contending that a “substantial” 
portion of the price charged for feed included services 
yet remaining to be performed AFTER the vear of pay- 
ments. Only passing testimony that suppliers considered 
the services they rendered to be “significant” was in- 
troduced; and one witness made an enumeration of var- 
ious services which could be performed for customers. 
There was no testimony of the specific services which 
were, in fact, performed for petitioners. Consequently, 
the evidence on this point is not probative and the 
record certainly does not justify a holding that the cost 
of such services were “‘substantial” in relation to the 
price of feed. A fortiort the record does not justify a 
holding that the entire price of the feed constitutes pre- 
payment of services to be rendered in years subsequent 


to the year of payment. 


The inapplicability of cases cited by the Government 
in its briefs below to support the position that advance 


payments for services to be performed in subsequent 


— 
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years were not deductible was adequately covered in peti- 
tioners’ briefs filed in The Tax Court and are now made 


epatiortmese Procecdines for tiie sale purpose in the 
event the Government should choose to rely upon them 


again in this appeal. 


A. The Tax Court Erred in Not Permitting Petitioners to 
Deduct “That Portion” of the Price Paid for Feed 
Which Included Feed Ingredients and Services Per- 
formed in the Year of Payment. 

In its opinion the Tax Court repeatedly emphasized 
that its decision was predicated on the “inclusion of serv- 
I@es i the cost Or feed to be consiimied by petitioners’ 
cattle in the future’. But the Court admitted that only 
“that portion” of the cost of feed attributable to future 
services to be rendered was not deductible until the serv- 
ices were performed. (Emphasis added.) At page 17 of 
the opinion [R. 27] the Court stated: 

“And finally, the petitioners’ cost of ‘feed’ in- 
cluded valuable and significant services rendered by 
both of the cattle feeding companies. That portion 
of the cost was nothing more than a deposit for the 
payment of services to be supplied in the future. 
Such an amount is deductible only when the serv- 
ices are performed.” (Emphasis added. ) 


Aiibemehsin the opinion ol Whe TaessCourt, “such 
amount’? was deductible only in the year performed, it 
denied the deduction of the entire amount of payments. 
Obviously, the Court has made a simple mistake, al- 


though a serious one. 
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If the value of services “to be performed in the fu- 
ture” is to be excluded from the price of feed deducted 
in the year of payment. then it must reasonably follow 
that the value of services “already performed” must be 
included in such price and is deductible. In the instant 
case, a great majority of the so-called “substantial” 
services rendered by sellers were performed PRIOR to 
the end of the year in which payment was made. Of 
those services enumerated by The Tax Court [R. 14], 
all of the unloading, branding. dipping, weighing, de- 
horning, castrating, recording and placing in pens 
would have been performed IN THE YEAR OF PAY- 
MENT. In this case. the only significant service “to be 
performed” by the feed sellers would have been the de- 
livery of feed from the storage area to the cattle in 
thie wets. 


B. It Was Error for the Tax Court to Construe Certain 
Incidental Services Which Suppliers Considered “Sig- 
nificant” as Being “Substantial” in Relation to the 
Total Price Charged for Feed. 


The feed suppliers testified that they considered cer- 
tain services which they perform for customers (not all 
of which are furnished to every customer) to be “sig- 
nificant”. The Tax Court erroneously construed “sig- 
nificant” to mean “‘substantial”’: it compounded this er- 
ror by assuming that the cost of such services was sub- 
stantial in relation to the price charged for feed. 


Petitioners submit that this fallacy resulted in a con- 
clusion which is clearly a mistake. It also raises an is- 
sue as to what constitutes “feed” within the language 
of §162(a) of the 1954 Code and §1.162-12 of the Reg- 
ulations thereto. This issue has not been tried. 
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The books of account of the custom cattle-feeders 
throughout Imperial Valley will verify the fact that al 
of the services performed for customers do not constitute 
ten (10%) percent of the total price charged for feed, 
including ingredients. Although the exact amount of 
overhead costs which were included in the price of feed 
charged by Heber and McCabe to petitioners might not 
be readily available, the cost of ingredients can easily be 
ascertained from their records. This point was not con- 
sidered by The Tax Court or counsel for either side 
below. 

As a matter of general information, a very small num- 
ber of cattle are dipped, dehorned or castrated im the 
feed yards, All of petitioners’ cattle were steers at the 
date of purchase and were already in the pens and on 
feed when they were purchased. Petitioners purchased 
All of their cattle f.o.b. the feeds pens of the custom 
cattle-feeders, and the freight, delivery and handling 
costs of any cattle which were “shipped in” for peti- 
tioners wwere billed separately. The petitioners tax re- 
turns reflect these costs as part of the cost of cattle 
(Exs. 1-A, 2-B, 3-C, 4-D, 5-E, 6-F, 7-G, 8-H, they 
Are Not Included in the payments made for feed. Med- 
ical services and supplies were also billed and paid for 
scparmely, (lr. 73, 70.) 

Therefore, it is obvious that not al] of the services 
referred to by The Tax Court [R. 14] were furnished 
{oO Pemmeners, cither in the year of payment or in sub- 
sequent years. 


The Tax Court decided these cases below solely on the 
“deposit” theory, and admitted that this theory was 
adopted because of the inclusion in the price of feed of 
“services yet to be performed” and the single incident 
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of a so-called ‘refund’ in 1961 which was not con- 
templated at the time of payment. The Tax Court stated 
in its opinion that it is not considering the alternative 
contention of the Government that to allow the deduc- 
tions would distort income, but since it has already 
changed the issue in this case once (without trial of the 
new issue), petitioners would be remiss in not urging 
again the arguments set forth in briefs below on that 
“alternative” issue. 


Conclusion. 


Petitioners submit that The Tax Court, by deciding 
issues which were not tried in these cases and by find- 
ing facts which were not supported by the evidence, 
has demonstrated a great pioneering spirit in at- 
tempting to extend the frontier of the Commissioner of 
Internal Revenue’s attack on the use of the cash basis 
method of reporting income by farmers and livestock 
feeders. 

It is respectfully submitted that petitioners have 
established that they are entitled to expense deductions 
for payments made for feed in 1959, 1960 and 1961, 
and that the Commissioner’s disallowance of those de- 
ductions, which was upheld by The Tax Court, should 
be reversed. 


Respectfully submitted, 


CHARLES A. PINNEY, JR., 
Attorney for Petitioners. 


Certificate. 

I certify that, in connection with the preparation of 
this brief, I have examined Rules 18 and 19 of the 
WWnited States Court of Appeals for the Ninth Circuit, 
and that, in my opinion, the foregoing brief is in full 
compliance with those rules. 


CHARLES A, PINNEY, JR. 
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APPENDIX I. 


HXHIBITS. 


(Getilewks( 2 ject the Rittessor the UWmited States 
Court of Appeals for the Ninth Circuit.) 


Exhibit Received for Offered into Received into 
Number Identification Evidence Evidence 


Stipulation of 
facts and joint 
Exhibits 1-A 
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Supplemental 


Stipulation of 
Facts Filed June 1, 1965 — [R. 8] 


